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This article, first appearing in Bank Director, highlights best practices for accountability regarding 

incentive compensation for banks.  

It is almost guaranteed that you will flunk a math test if you don’t show your work—and as it turns out, showing your 

work is important to more than just math teachers. Bank regulators, too, require you to reveal the thinking process 

behind all incentive plan designs.  

To drive accountability, it is important to document and “show your work” when it comes to governance of incentive 

compensation plans and processes. The largest banks, due to increased regulatory oversight, have made 

significant strides in complying with regulators’ guidance and creating robust accountability. Here are some resulting 

“better practices” that provide food for thought for banks of all sizes. 

What are the core principles? 

While the 2010 interagency guidance on sound incentive compensation policies is almost a decade old, it remains 

the foundation for regulatory oversight on the matter. The guidance outlined three lasting principles for the banking 

industry: 

▪ Provide employees incentives that appropriately balance risk and reward. 

▪ Create policies that are compatible with effective controls and risk management. 

▪ Support policies through strong corporate governance, including active and effective oversight by the 

organization’s board of directors. 

Most organizations used the release of the 2010 guidance to take a fresh look at their incentive plans. It proposed 

a non-exhaustive list of risk-balancing methods, such as risk adjustment of awards and deferral of payment. Many 

banks changed their plan structures and provisions to increase sensitivity to, and better account for, risk. The 

changes made sense pragmatically, but largely addressed only the first principle. 

After the financial crisis, boards were expected to engage in the oversight and review of all incentive arrangements 

to ensure that they were not rewarding imprudent risk taking. However, most institutions quickly realized that it was 

not practical for directors to be in the weeds of all their broad-based incentive plans and thus delegated that task to 

management. 
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Compensation committees outlined expectations for senior management regarding incentive plan creation, 

administration, and monitoring in a formal document. Their expectations would include, for example, the process 

for reviewing incentive plan risk. 

Comp and risk committees cooperate 

Banks also developed stronger communication or information sharing between the compensation and risk 

committees of the board. This was sometimes accomplished through cross-pollinating members between the 

committees or conducting joint meetings on the topic. It also became standard for the chief risk officer to participate 

in compensation committee meetings and present on incentive compensation risk, as well as the overall risk profile 

of the organization. 

Incentive compensation review committees, made up of the most-senior control function heads, such as the chief 

financial officer, chief human resource officer, general counsel, and chief risk officer, are often delegated primary 

oversight responsibilities. To create accountability, this management committee operates under a formal charter, 

oversees the entire governance process, provides for credible challenges throughout, and annually approves all 

non-executive plans. A summary of their activities and findings is presented to the compensation committee 

annually, at minimum. 

Working groups representing various business lines and broad control functions support the management 

committee in actively monitoring incentive compensation plans. Every activity in the governance process—from 

plan creation or modification to risk reviews and back-testing—has a documented process map with roles and 

responsibilities. 

These large bank practices might be overkill for smaller organizations. However, some level of documentation and 

process formalization is a healthy process for any size. Our best piece of advice is to avoid getting fixated on the 

red tape, as proper governance and controls can be scaled to the size and complexity of each individual bank. 

Formalize the Process  

The second and third principles of the 2010 guidance are aimed at driving greater accountability and efficient 

oversight, including enhanced information sharing. Formalizing the process simply helps to crystalize expectations 

for those involved and safeguards against the dodging of responsibilities. 

Plus, regulators—just like that math teacher—want to see the work. It’s not enough to simply have the right answer. 

You must be able to document the process you went through to get there. 

To learn more about regulatory compliance and driving accountability in incentive compensation plans for banks, 

please contact our team. 
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McLagan provides tailored talent, rewards, and performance expertise to financial services firms across the globe. 
Since 1966, we have partnered with the largest and smallest financial services firms to help them make data-
driven decisions to hire, retain, and engage the top talent for keeping the global economy running. Our 
compensation surveys are the most comprehensive, in-depth source of rewards data covering over 150 countries 
from more than 2,500 clients. Our consultants work with hundreds of firms annually to design total rewards 
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About Aon 

Aon plc (NYSE:AON) is a leading global professional services firm providing a broad range of risk, retirement and 
health solutions. Our 50,000 colleagues in 120 countries empower results for clients by using proprietary data and 
analytics to deliver insights that reduce volatility and improve performance. 
 
For further information on our capabilities and to learn how we empower results for clients, please visit 
http://aon.mediaroom.com. 
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